Information asymmetries constitute a significant obstacle to capital flows across international borders, and in particular to flows of foreign direct investment (FDI) to emerging markets. Many governments aim to reduce information barriers by engaging in investment promotion activities. Despite potentially large benefits of FDI and popularity of investment promotion intermediaries (IPIs), relatively little is known about their effectiveness. This study uses data collected through the Global Investment Promotion Benchmarking (GIPB) exercise to examine whether higher quality of IPI services translates into higher FDI inflows. The analysis, based on information on 156 countries, suggests that countries with IPIs able to handle investor inquiries in a more professional manner and IPIs possessing higher quality Web sites tend to attract greater volume of FDI. These results are robust to using sector-level data and instrumental variable approach.
Introduction
The benefits of global economic integration have become increasingly evident over the last decades. Increased movement of goods, services, people and capital across international borders has helped many developing countries achieve fast and sustained economic growth.
Many observers argue that foreign direct investment (FDI) has been a key ingredient in this process by facilitating transfer of productivity-enhancing techniques and knowledge from developed to developing countries (e.g., Hoekman and Javorcik 2006) .
The theoretical and empirical literature suggests that information asymmetries constitute a significant obstacle to capital flows across international borders. 1 Informational asymmetries between domestic and foreign investors have been hypothesized to be a possible explanation for home bias, the tendency of investors to invest less in foreign equities relative to the prediction of a portfolio choice model (Stulz 1981, Ahearne, Griever, and Warnock 2005) . 2 The negative effects of information asymmetries on capital flows have been documented in empirical studies (see Portes et al. 2001 , Portes and Rey 2005 , Gelos and Wei 2005 . Moreover, Daude and Fratzscher (2008) have shown that FDI flows are "substantially more sensitive to information frictions than investment in portfolio equity and debt securities." Information asymmetries are also the reason why the theoretical model by Gordon and Bovenberg (1996) suggests that a capital-importing country would raise welfare by subsidizing foreign direct investment (FDI) and other capital inflows from abroad.
Being aware of the fact that lack of information constitutes a barrier for inflows of FDI, many governments engage in investment promotion activities. The purpose of such activities is to reduce transactions costs facing foreign investors by providing information on the host country, helping foreign investors deal with bureaucratic procedures, and offering fiscal or other incentives. There are more than 189 IPIs at the national level and over a thousand at the subnational level. Public funding of investment promotion activities is justified on the grounds that 1 Gordon and Bovenberg (1996, p. 1059) argue that "Investors, by living and working in a particular country, know much more about the economic prospects of that country than they do about those in other countries. When foreigners try to acquire a firm in the country, they can easily end up being overcharged by domestic owners, who have access to better information not only about that specific firm, but also about future government policies affecting the firm. . . . Foreigners' lack of knowledge can result also in a less efficient use of real resources, due for example to their poorer ability . . . to deal with idiosyncratic aspects of the domestic contract law . . . and local customs governing labor relations." 2 For evidence on home bias, see for instance French and Poterba (1991) , Tesar and Werner (1995) . the presence of FDI generates knowledge externalities. This belief is confirmed by recent empirical evidence suggesting that FDI leads to positive productivity spillovers to local firms in the supplying industries. 3 The small existing literature on investment promotion suggests that investment promotion is a cost effective way of attracting FDI to developing countries (Harding and Javorcik 2011) . At the same time the results for industrialized countries appear to be mixed. While Bobonis and Shatz (2007) and Charlton and Davis (2006) provide evidence suggesting that investment promotion is associated with higher FDI inflows into developed countries, Head, Ries and Swenson (1999) and Harding and Javorcik (2011) do not find any significant effect of investment promotion efforts in developed countries.
The main shortcoming of the above literature is its reliance on crude measures of investment promotion, such as presence of IPIs in the investor's home country or information on sectors targeted by a particular host country. These measures do not take into account the fact that IPIs vary widely in terms of the quality of services they provide. Simply put, not all IPIs are equally good at providing relevant business data to prospective investors. This study aims to fill this gap in the literature by using data collected by the World Bank's Foreign Investment Advisory Services through the Global Investment Promotion Benchmarking (GIPB) series 2006-2012 to assess how much the quality of IPI work may affect FDI inflows.
GIPB data are particularly suitable for the purpose of testing the importance of the quality of investment promotion because they capture how well IPIs perform in facilitating site selection by providing potential investors with information needed to determine the location for their project. GIPB assesses two aspects of IPI facilitation. The first one is the quality of the agency's Web site, which is rated based on its content, architecture, design and promotional effectiveness.
Web sites are judged on whether they contain relevant, clear and credible information presented in an attractive and user-friendly way. The second rating focuses on the way IPIs handle direct project inquiries from investors. This rating captures competence and responsiveness of the agency's staff, including timeliness, quality and credibility of informational content.
Our empirical analysis suggests that these differences in IPI quality translate into different levels of FDI inflows. In other words, countries with IPIs which appear to perform better at their core function attract more FDI. We find a positive and statistically significant relationship between the average inflow of FDI during years 2000-10 and the average quality of the national IPI. In the analysis, the IPI quality is measured using the GIPB results obtained for GIPB06, GIPB09 and GIPB12. 4 The positive relationship between IPI performance and FDI inflow is obtained controlling for the average level of GDP per capita, GDP growth, population size, inflation and political stability observed in the host country during the period considered.
The analysis is based on 156 countries for which the necessary data are available. The effect of IPI performance is statistically significant at the one or the five percent level.
The magnitude of the estimated effect is economically meaningful. A country with the IPI quality score of 60% received on average 25% higher FDI inflows than a country with an IPI receiving the score of 45% (controlling for the country-specific characteristics mentioned above).
In other words, a one unit increase in the GIPB score was associated with a 1.5% increase in FDI inflows. Thus, for example, holding everything else equal, countries with agencies with the average GIPB performance score of the Latin America and Caribbean region received 40% more FDI than countries where the GIPB score was the average for Sub-Saharan Africa.
A series of robustness checks confirms our main conclusions. First, we show that the results are robust to focusing on just developing countries. Second, we show that the findings hold when we control for various aspects of the business climate. Third, we find that using sector-specific information supports our findings. And finally, we demonstrate that our results hold when we instrument for the quality of IPIs.
Two conclusions emerge from this analysis. First, good investor facilitation matters. But it is not enough to set up an IPI and expect a huge boom in FDI inflows. Successful investment promotion requires professionalism, effort and commitment to customer service. It requires maintaining an up-to-date, attractive and user-friendly Web site which includes relevant and useful information that an investor requires during the site selection process. Providing the necessary data to support this decision process makes a difference. Second, the GIPB initiative and results can be a valuable guiding-tool for IPIs striving to achieve excellence and secure more FDI flows. The GIPB criteria specify what high quality of inquiry handling and Web sites mean, and its assessment process can provides useful feedback on what areas need improvement.
The paper is structured as follows. The next section explains functions of investment promotion, reviews evidence on its effectiveness and documents large differences in IPI quality across countries. Section 3 describes and presents the empirical results at the national level, country-sector level as well as the instrument variable approach. The last section presents the conclusions.
What do we know about investment promotion?

2.1.What is investment promotion?
In order to attract foreign investors, many countries have set up investment promotion agencies (IPIs). There are more than 189 IPIs at the national level and over a thousand at the subnational level. Their main role is to reduce the costs of undertaking FDI by providing information to potential investors and by alleviating the burden of bureaucratic procedures.
Information provision takes the form of marketing campaigns, participation in international conferences and fairs, setting up informational websites and actively pursuing investors via phone, mail or personal contacts. It might also take the form of assisting investors with site visits and introducing them to potential joint venture partners, customers and suppliers. Alleviating the burden of red tape takes place through assisting committed investors with the registration process, license applications or any other formalities that may be required. For instance, Singapore's IPI is a one stop shop in terms of bureaucratic procedures. The agency will either deal directly with the investor's registration request or it will guide the investor in the next steps.
This reduces the set up costs and hence the costs of investing in Singapore.
Investment promotion can affect the choice of a foreign investment site at all stages of the decision-making process. A process of a site selection usually starts with drawing a long list of potential locations. This list includes 8 to 20 economies and often contains: (i) the most popular FDI destinations, (ii) countries located in proximity to the investor's existing operations, and (iii) emerging FDI destinations. The third category presents an opportunity for countries which so far have had a limited success in attracting FDI. By means of advertising, presentations at trade shows or pro-active contacting of potential investors IPIs can increase the chances of their country being included in the long list. When the long list is then narrowed down to about 5 potential locations, IPIs again play an important role. Short listing is usually done without visiting sites under consideration, therefore the accessibility of the information about potential host countries plays a crucial role. Agencies that provide up-to-date, detailed and accurate data on their websites, and agencies that are willing to invest time in preparing detailed answers to investors' inquiries and customize these answers to the needs of an individual investor can increase the chances of their countries being included in the short list. The next step, investor's visit to the host country, also gives IPIs the opportunity to emphasize the advantages of locating in their country, answer questions, show off potential investment sites and facilitate contacts with local business community. Finally, IPIs can play a role in the last stage of the process by providing information on investment incentives and offering help with the registration process.
2.2.Does investment promotion work?
The work of Harding and Javorcik (2011) provides evidence on the effectiveness of investment promotion efforts. The authors use data collected by the World Bank's 2005 Census of Investment Promotion Agencies covering 109 IPIs around the world. Particularly useful for their research purposes is the detailed information on sectors denoted as priority in national investment promotion efforts. The Census gathered information on which sectors were targeted by IPIs and when this targeting started and stopped. Sector targeting is viewed by investment promotion professionals as the most effective way of attracting FDI. It is believed that efforts tailored to the needs of investors operating in a particular sector will work better than attempts to target all potential investors.
Harding and Javorcik combine the information on sector targeting with the BEA data on US FDI abroad. The focus on US FDI is driven by the fact that the BEA is the only comprehensive source of FDI data with country-sector-time variation and extensive coverage of developing countries. Considering developing countries is of interest since many of them struggle with attracting FDI. Moreover, not having a proper set of developing countries in the sample would threaten the external validity of the econometric approach. The final sample consists of 124 countries over the period 1990-2004. This is more than the number of countries covered by the Census because some economies are not engaged in investment promotion.
Using a difference-in-differences specification, the authors ask whether sectors explicitly targeted by IPIs received more FDI than non-priority sectors during the same time period. Their analysis relies on within country-sector variation over time as the empirical specification controls for country-sector, country-year and sector-year fixed effects.
The results suggest that sectors targeted by IPIs receive on average more than twice as much FDI inflows than non-targeted sectors. The budget information collected in the IPI survey allows for a back-of-the-envelope comparison between the costs and benefits of investment promotion: one dollar spent on investment promotion raises FDI inflows by 189 dollars and that one extra job in an US affiliate requires 78 dollars spent on investment promotion. 5
The results further suggest that investment promotion works better in countries where English is not an official language and in countries which are measured to be culturally distant from the US. Investment promotion has also larger effects in countries with less effective or corrupt governments and in countries where it takes longer to start a business or obtain a construction. Finally, investment promotion is effective mainly in developing countries. All these findings support the view that investment promotion reduces information asymmetries between foreign investors and host countries and that it alleviates the burden of red tape.
Harding and Javorcik rely on data measuring the mere presence of investment promotion efforts. The data utilized in this study allow us to take into account also the quality of the information provision of IPIs. As documented in the next subsection, there are large differences in the performance of IPIs in this respect.
2.3.Differences in IPI quality
5 As emphasized in the paper, this cost-benefit calculation should be treated with caution. On the one hand, the calculations capture only the effect of targeting on flows of FDI from the US. As investment promotion is likely to have a similar impact on investors from other source countries, the analysis underestimates the benefits of investment promotion activities. On the other hand, there may be other factors which contribute to the success of investment promotion and whose costs were not accounted for (for instance, access to accelerated bureaucratic procedures for targeted sectors). The analysis captures the average, not the marginal, effect. In other words, the results should not be interpreted as suggesting that a large increase in investment promotion spending in countries already engaged in such practice will lead to huge increases in FDI inflows. Instead, the results should be viewed as indicating that countries not involved in investment promotion may benefit from such activities.
The results of GIPB 2012 reveal huge differences in performance of various IPIs. The Web sites of only three IPIs have received close to perfect scores (95-97%), while the top 50
Web sites received scores above 80%. At the same time, 24 IPIs received a positive score below 30% and 13 agencies obtained a zero score. A zero score means that an agency has no online presence. Web sites also receive low scores if they were not available in English, which is generally recognized as the language of international business.
The quality of responses to project inquiries received much lower ratings (see Chart 1).
The top two scores were 81 and 88%. The vast majority of agencies received a rating below 50% which means they are of limited assistance in providing the information that the foreign investor needs. In many cases IPIs were not contactable by the foreign investor researching from overseas. Interestingly, IPIs with highly rated Web sites vary widely in how well they handle inquiries. There are quite a few agencies whose Web site obtained a score above 80% and who received a score below 40% (or even 20%) for inquiry handling.
Does IPI quality matter?
3.1.Analysis based on aggregate data
Our analysis of the link between the quality of IPI services and FDI inflows relies on the following data. Our dependent variable is the average FDI inflow received by country c during the 2000-10 period as reported in the IMF's International Financial Statistics and expressed in the log form. The choice of time period is determined by the availability of data on IPI quality which is measured as the average GIPB score obtained in GIPB 2012 , GIPB 2009 and GIPB 2006 All the available scores are used, which means that if a particular agency was rated only once, we assume that this rating captured its performance during the 2000-10 period.
We distinguish between the total score, the Web site score and the inquiry handling (IH) score.
The IH score is the average of the two IH scores obtained in each exercise. We also include the difference between the two IH scores, as the lack of consistency in IH quality presumably deters Table 1 at the end of this paper.
The results of the analysis, reported in Table 1 , suggest that there exists a positive and statistically significant relationship between IPI quality and FDI inflows. This is true when we use the total GIPB score, the IH score, or the Web site score. The difference between the IH scores (proxy for lack of consistency in the service quality) does not appear to matter. The Web site score carries a higher significance level (1%) than the IH score (10%) and is more robust to different specifications.
The magnitude of the estimated effect is economically meaningful. A country with the IPI quality score of 60% received on average 25% higher FDI inflows than a country with an IPI receiving the score of 45%. 8 In other words, a one unit increase in the GIPB score was associated with a 1.5% increase in FDI inflows. As illustrated in Chart 2, GIPB scores vary widely by region. Thus, for instance, holding everything else equal, countries with agencies with the average GIPB performance score of the Latin America and Caribbean region received 40% more FDI than the flows attracted to countries where the GIPB score was at the level equal to the average for Sub-Saharan Africa, 26% more than countries with an average GIPB score of South Asia, 22% relative to Middle East and North Africa, and 4% relative to Europe and Central Asia.
One may be concerned that the results in Table 1 are driven by differences in average score between developed and developing countries. This does not appear to be the case. As illustrated in Charts 3 and 4, we find a positive relationship between IPI quality in the full sample as well as in the subsample of developing countries. The same is true when we consider the IH score (Charts 4 and 6) and the Web site score (Charts 7 and 8). Table 2 presents the estimation Including Suriname would not change the conclusions of the analysis, and it would increase the magnitudes of the estimated coefficients of interest thus strengthening our conclusions. 8 This statement is based on column 1 in Table 1. results for the subsample of developing countries. As before, we find that the overall IPI quality and the Web site quality are positively and significantly correlated with the amount of FDI inflows. Although the IH quality bears a positive sign in most specifications, it never appears to be statistically significant.
To examine whether our results are really capturing the quality of IPI rather than the general quality of the business environment, we conduct a series of robustness checks. We do so by adding to the baseline specifications controls for various aspects of the business climate, which include: the number of days needed to start a business, the number of days needed to obtain a construction permit, and the number of days needed to register a property. All of these The measure of corruption captures "perceptions of the extent to which public power is exercised for private gain, including both petty and grand forms of corruption, as well as "capture" of the state by elites and private interests." The measure of government effectiveness captures "perceptions of the quality of public services, the quality of the civil service and the degree of its independence from political pressures, the quality of policy formulation and implementation, and the credibility of the government's commitment to such policies." Rule of law encapsulates "perceptions of the extent to which agents have confidence in and abide by the rules of society, and in particular the quality of contract enforcement, property rights, the police, and the courts, as well as the likelihood of crime and violence." Regulatory quality summarizes "perceptions of the ability of the government to formulate and implement sound policies and regulations that permit and promote private sector development." Voice and accountability measure reflects "perceptions of the extent to which a country's citizens are able to participate in selecting their government, as well as freedom of expression, freedom of association, and a free media." 9
The various measures are highly correlated, therefore they enter the specification one by one. In Table 3 , we show that the link between FDI inflows and the overall IPI quality is robust to controlling for each of the eight aspects of business environment considered. In all regressions, the coefficient on IPI overall quality is positive and statistically significant. Its magnitude remains pretty stable across different specifications. As illustrated in Table 4 , the results for the IH quality are reasonably robust as well. Its coefficient is positive and statistically significant in five of eight specifications. In the case of Web site quality, the positive relationship between FDI inflows and the variable of interest holds and is statistically significant in all eight specifications.
3.2.Analysis based on country-sector data
In an alternative empirical strategy, we use data on inflows of US FDI disaggregated by host country and sector. 10 In this difference-in-differences approach we compare flows to sectors treated as priority by IPIs in their investment promotion efforts (targeted sectors) to non-targeted sectors which allows us to control for unobservable host country heterogeneity. We interact the dummy for targeted sectors with the measures of IPI quality. In this specification, we normalize the quality measures by subtracting the average value for the sample. More formally, we estimate the following model:
The dependent variable is the natural log of the average inflow of US FDI into sector i in country c during the 2000-2010 period. The data come from the US Bureau of Economic 9 See http://info.worldbank.org/governance/wgi/resources.htm for more information. 10 We focus on US FDI because information on total FDI inflows is not available at the country-sector level. Analysis (BEA) which publishes the stocks of US FDI abroad disaggregated into 15 sectors. 11 We use the first difference of the stocks to calculate flows. Sector targeted ci equals one if country c targeted sector i during this time period and zero otherwise. The information on targeted comes from the World Bank's Census of Investment Promotion Agencies conducted in 2005 and described in detail in Harding and Javorcik (2011) . We assume that sectors targeted at the time of the Census (2004) The results of the analysis, presented in Table 6 , indicate that the IPI quality matters for FDI inflows. The estimated coefficients should be interpreted as follows. The normalized IPI quality equals zero for the average country in the sample. Thus in a country with the average IPI quality investment promotion does not seem to have make a difference to the inflows of FDI. 12 However, in countries with above average IPI quality, investment promotion efforts have paid off as priority sectors received more FDI than non-targeted industries. This is true when IPI quality is measured using the overall score, IH quality or Web site quality. The results for the overall quality and the IH score also hold in the developing country subsample (Table 7) .
3.3.Instrumental variable approach
Are countries successful at attracting FDI because of their good performing IPIs? Or do IPIs in popular FDI destinations perform better because of their frequent contacts with foreign investors? It is certainly possible that IPIs in some economies get better at their jobs as they build up experience interacting with foreign investors, though it is also possible that high demands on IPI staff may result in lower quality of service provided to each individual investor.
To address this issue we apply the instrumental variable approach to our aggregate regression. Our main instrument for IPI quality is the percentage of agency staff with private sector experience. Employees who have previously worked in the private sector are likely to better understand the needs of investors and their presence is likely to lead to a higher quality of IPI services. The second instrument is a dummy equal to one if the agency paid wages at or above the level offered in the private sector. Our next instrument is a dummy equal to one if the agency s a quasi-government entity. Wells and Wint (2000) argued that IPIs set up as subunits of ministries or private entities are less effective than IPIs with a quasi-government status. The latter status gives an agency freedom from government staff recruiting procedures and pay scales thus allowing the agency to hire motivated staff with better understanding of private sector needs. At the same time, the link to the government facilitates flow of feedback from foreign investors to relevant government agencies and aids agency's efforts to lobby on behalf of foreign investors. If the IPI changed its status during the period considered, we use the percentage of years it had the quasi-government status. The final two instruments are dummies capturing whether the agency's activities were evaluated by external entities and whether an evaluation of the agency took place at least once a year. It is likely that IPIs whose performance is rigorously evaluated are more likely to perform better. We use at the most two instruments at a time because otherwise missing values would reduce the size of the sample.
The results from the instrumental variable approach suggest that there exists a causal relationship between IPI quality and the magnitudes of FDI inflows. Table 8 presents the results for the overall IPI quality based on various sets of instruments. As seen in the first stage, a higher percentage of agency employees with private sector experience translates into a higher quality of the agency. The higher quality in turn leads to more FDI inflows. These two relationships are statistically significant in all five specifications. F-statistics suggest that our instruments are reasonable predictors of the IPI quality. The Sargan test does not cast doubt on the validity of the instruments.
The results for IH quality (Table 9 ) are equally strong. The first stage also suggests that higher wages paid by the agency translate into higher quality of responses to investor inquiries.
The results are the weakest when the Web site quality is considered. It is because our instruments do not do a good job at predicting the quality of the agency's Web site. Nevertheless, the coefficient on the Web site quality is statistically significant at the ten percent level in one specification and at the 15 percent level in two specifications.
Conclusions
In response to global competition for FDI, most countries have set up IPIs as a key part of their strategy to attract foreign investors. Investment promotion is a relatively uncontroversial part of the industrial policy toolkit, and according to recent research (Harding and Javorcik 2011) it is an effective and cost-efficient way of increasing inflows of FDI, at least in developing countries.
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Charts 3 and 4: Unconditional scatter plots between ln FDI flows and IPI quality
Charts 5 and 6: Unconditional scatter plots between ln FDI flows and Inquiry handling quality
Appendix
